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MESSAGE TO OUR SHAREHOLDERS

To Our Shareholders:

Fiscal 2004 was a successful and important year for the future direction of Portsmouth Square, Inc. The
Company posted income per share of $4.40 for the fiscal year ended June 30, 2004, compared to income
per share of $1.98 for the fiscal year ended June 30, 2003. The Company was able to achieve those resuits
primarily on the strength of the performance of its investment portfolio. The Company’s management, in
conjunction with the other general partner of the Justice Investors limited partnership (“Justice” or the
“Partnership™), also took significant steps to reposition the Partnership’s San Francisco hotel asset.

In May 2004, Justice entered into a settlement agreement with the hotel lessee, Felcor Lodging Trust, Inc.
(“Felcor”), to resolve disputes regarding certain obligations of Felcor and others under the terms of the
hotel lease. Pursuant to the settlement, Felcor paid the sum of $5,000,000 to Justice towards the costs of
capital repairs, replacements and maintenance necessary to place the hotel in the condition required at the
end of the lease. That one-time payment, which is expected to be fully utilized in fiscal 2005, was
primarily responsible for the Company being able to record equity in net income of Justice of $3,428,000
in fiscal 2004 compared to $1,568,000 in the prior year. Felcor also agreed to terminate its leasehold
estate and surrendered possession of the hotel to the Partnership on June 30, 2004, at which time Justice
assumed the role as owner-operator of the property. To assist in the day-to-day operations of the hotel,
Justice entered into a third party management agreement with Dow Hotel Company, effective July 1,
2004. The termination of the hotel lease also made it possible for the Partnership to seek a new franchise
agreement for the hotel. Those efforts were successful and culminated with Justice entering into a
Franchise License Agreement, on December 10, 2004, for the right to operate the hotel property as a
Hilton brand hotel.

Prior to operating the hotel as a Hilton, the Partnership is required to make substantial renovations to the
hotel to meet Hilton standards in accordance with a product improvement plan agreed upon by Hilton and
the Partnership, as well as complying with other brand standards. The Partnership estimates that the cost
of the renovations will range from approximately $22 million to $24 million. The Agreement requires that
those renovations be complete and the Hotel commence operations as a Hilton hotel no later than June 1,
2006. The term of the Agreement is for a period of 15 years commencing on the opening date, with an
option to extend the license term for another five years, subject to certain conditions.

The Partoership anticipates that it will continue to operate the hotel as a Holiday Inn Select hotel until
approximately March 2005, after which time the Hotel may choose to operate without a brand affiliation.
It will also be necessary for the Hotel to limit operations and have rooms out of service during the
renovation work. Justice estimates that it will take approximately 13 to 17 months to complete all of the
renovations necessary for the conversion. Due to the potential losses from the operations of the hotel
expected during the transition period, and the substantial financial commitments the Partnership will have
to make for the renovations, Justice does not anticipate any partnership distributions until some time after
operations commence under the Hilton brand and income from the hotel is sufficient to warrant such
distributions. As a result, it is not expected that the Board of Directors of Portsmouth, will consider a
return to a regular dividend policy for some time.

Average daily room rates for the hotel increased modestly to approximately $92 in fiscal 2004 from
approximately $90 in fiscal 2003, while average monthly occupancy rates increased to approximately
71% from approximately 67%. Whether the hotel can sustain those rates during the renovation period is
uncertain, but the Partnership and Dow will make every effort to minimize the potential losses during that
period.




MESSAGE TO OUR SHAREHOLDERS

In fiscal 2004, the Company had to primarily depend on the revenues generated from the investment of its
cash and securities assets as Partnership distributions from Justice were terminated in May of 2004. Since
those distributions are not expected to resume for sometime after June 2006, the Company will have to
continue to look to the investment of its cash reserves and securities assets for revenues to sustain itself
during that period. Fortunately, management was successful in the financial markets and Portsmouth’s
securities portfolio served as a bright spot for the Company’s performance for fiscal 2004. The Company
generated income from investment transactions of $2,568,000 in fiscal 2004 compared to $1,261,000 in
fiscal 2003. Management was able to achieve those results in what we believe is a very difficult and
challenging economic environment. We are well aware of the fragile geopolitical situation and the
volatile times in which we live and domestic and international markets and economties continue to be
subject to unanticipated events that we cannot control. While we cannot always expect our future results
to be as good as fiscal 2004, especially in these uncertain times, we will continue in our efforts to
maximize the return for our shareholders.

Last year, management identified the Partnership’s hotel operations and the uncertainties surrounding the
hotel lease as a significant cloud on the Company’s future. This year we have taken dramatic steps to
reposition the hotel, which we believe will enable it to better compete in the San Francisco Financial
District. While the termination of the hotel lease eliminated the guarantee of a minimum rent, we believe
that the risks and uncertainties associated with the Partnership assuming the role of an owner-operator are
outweighed by the greater potential for future income. The full renovation of the hotel, and the eventual
conversion to a Hilton brand hotel, will require a substantial commitment of capital, time and effort.
Although the Company is expected to face some very lean times from the operations of the hotel asset
during this transition period, we believe that the course we have set will build greater intrinsic values for
the Company and its shareholders.

/;(/W

John V. Winfield
Chairman of the Board

Sincerely,




FINANCIAL HIGHLIGHTS

June 30,
2004 2003
Net Income $ 3,227,000 $ 1,453,000
Basic Income Per Share $ 440 $ 1.98
Shareholders’ Equity $ 10,135,000 $ 7,459,000
Weighted Average Number of Shares Outstanding 734,183 734,183

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Portsmouth Square, Inc.:

In our opinion, the accompanying balance sheet and the related statements of income, shareholders’
equity and cash flows present fairly, in all material respects, the financial position of Portsmouth Square,
Inc. at June 30, 2004, and the results of its operations and its cash flows for each of the two years in the
period ended June 30, 2004 in conformity with accounting principles generally accepted in the United
States of America. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits. We conducted
our audits of these statements in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

/Ph co_wai’avhm‘néupws LP

Irvine, California
October 6, 2004




BALANCE SHEET

As of June 30, 2004
ASSETS
Cash and cash equivalents § 112,000
Investment in marketable securities 18,961,000
Investment in Justice Investors 3,554,000
Other investments 490,000
Other assets 198,000
Total assets $ 23,315,000

LIABILITIES AND SHAREHOLDERS' EQUITY

Liabilities
Accounts payable and accrued expenses $ 1,532,000
Due to securities broker 6,750,000
Obligations for securities sold 4,898,000
Total lLiabilities 13,180,000

Commitments and contingencies

Shareholders' equity
Common stock, no par value:
Authorized shares - 750,000

Issued and outstanding shares - 734,183 2,092,000
Additional paid-in-capital 916,000
Retained earnings 7,127,000

Total shareholders' equity 10,135,000

Total liabilities and shareholders' equity $ 23,315,000

See accompanying notes to financial statements.




STATEMENTS OF OPERATIONS

For the year ended June 30,

Equity in net income of Justice Investors
General and administrative expense

Non-operating income (expenses):
Net gains on marketable securities
Dividend and interest income
Margin interest and trading expenses
Other income

Income before income taxes

Provision for income tax expense

Net income
Basic income per share

Weighted average number of shares
outstanding

2004

3,428,000
(472,000)

2,956,000

3,162,000
227,000
(821,000)
27,000

2,595,000

5,551,000

(2,324,000)

3,227,000

4.40

734,183

$

$

$

2003

1,568,000
(499,000)

1,069,000

1,691,000
105,000
(535,000)

40,000

1,301,000

2,370,000

(917,000)

1,453,000

1.98

734,183

See accompanying notes to financial statements.



STATEMENTS OF SHAREHOLDERS’ EQUITY

Balance at
June 30, 2002

Net income
Dividends paid
Balance at
June 30, 2003
Net income
Dividends paid

Balance at
June 30, 2004

Common Stock Additional
Paid-in Retained
Shares Amount Capital Earnings Total

734,183 § 2,092,000 % 916,000

3,365,000 $ 6,373,000
1,453,000 1,453,000

(367,000) {367,000)

734,183 $ 2,092,000 § 916,000

4,451,000 § 7,459,000

3,227,000 3,227,000

(551,000 (551,000)

734,183 § 2,092,000 _§ 916,000

7,127,000 _§ 10,135,000

See accompanying notes to financial statements.




STATEMENTS OF CASH FLOWS

For the years ended June 30,

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to
net cash used in operating activities:
Equity in net income of Justice Investors
Net unrealized gains on marketable securities
Changes in assets and liabilities:
Investment in marketable securities
Other assets
Accounts payable and accrued expenses
Due to securities broker
Obligations for securities sold

Net cash used in operating activities

Cash flows from investing activities:
Cash distributions from Justice Investors

Net cash provided by investing activities

Cash flows from financing activities:
Dividends paid

Net cash used in financing activities
Net decrease in cash and cash equivalents

Cash and cash equivalents at the beginning
of the period

Cash and cash equivalents at the
end of the period

Supplemental information:
Income taxes paid, net of refunds

Margin interest paid

2004

$

3,227,000

(3,428,000)
(822,000)

(3,636,000)
761,000
986,000

3,358,000
(860,000)

2003

(414,000)

$ 1,453,000

(1,568,000)
(3,173,000)

(9,281,000)
108,000
469,000

3,392,000
5,636,000

953,000

(2,964,000)

953,000

1,975,000

(551,000)

1,975,000

(551,000)

(367,000)

(12,000)

124,000

(367,000)

112,000

(1,356,000)

1,480,000

120,000

$ 124,000

219,000

$ 777,000

$ 53,000

See accompanying notes to financial statements.



NOTES TO THE FINANCIAL STATEMENTS

NOTE 1 - SIGNIFICANT ACCOUNTING POLICIES
Description of Business

As of June 30, 2004, Santa Fe Financial Corporation (“Santa Fe) owns approximately 68.9% of the
outstanding common shares of Portsmouth Square, Inc. (“Portsmouth” or the “Company”). Portsmouth’s
primary source of revenue is from its 49.8% interest in Justice Investors, a California limited partnership
(“Justice” or the “Partnership”) in which Portsmouth serves as both a general and limited partner. Justice
owns the land, improvements and leaseholds at 750 Kearny Street, San Francisco, California, commonly
known as the Holiday Inn Select Downtown & Spa. Historically, Justice’s most significant income
source was a lease between the Partnership and Felcor Lodging Trust, Inc. for the Hotel portion of the
property. Pursuant to a Settlement Agreement entered into on May 3, 2004, Felcor agreed to terminate its
lease and surrender possession of the Hotel to Justice, effective June 30, 2004. The Partnership also
derives income from the lease of the garage portion of the property to Evon Garage Corporation. The
Company also derives revenue from management fees from Justice for actively managing the hotel as a
general partner and from the investment of its cash and securities assets.

Cash Equivalents

The Company considers all investments purchased with an original maturity of three months or less to be
cash equivalents.

Investment in Marketable Securities

Marketable securities are stated at market value as determined by the most recently traded price of each
security at the balance sheet date. Marketable securities are classified as trading securities with all
unrealized gains and losses on the Company's investment portfolio recorded through the income
statement.

Other Investments

The Company may also invest, with the approval of the Securities Investment Committee, in unlisted
companies, through private placements. Those investments in non-marketable securities are carried at the
lower of cost or estimated fair value on the Company’s balance sheet as part of other investments and
reviewed for impairment on a periodic basis.

Due to Securities Broker

Various securities brokers have advanced funds to the Company for the purchase of marketable securities
under standard margin agreements.

Obligations for Securities Sold

Obligations for securities sold represents the fair market value of shares sold with the promise to deliver
that security at some future date and the fair market value of shares underlying the written call options
with the obligation to deliver that security when and if the option is exercised. The obligation may be
satisfied with current holdings of the same security or by subsequent purchases of that security.
Unrealized gains and losses from changes in the obligation are included in the income statement.




NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 1 - SIGNIFICANT ACCOUNTING POLICIES (Continued)
Fair Value of Financial Instruments

The carrying amount of cash and cash equivalents, marketable securities, amounts due to securities broker
and obligations for securities sold approximates fair value.

Revenue Recognition

The Company’s primary source of revenue is from its 49.8% interest in Justice Investors, a limited
partnership which owns and leases a hotel in San Francisco, California, in which the Company is both a
general and a limited partner. The Company accounts for its investment in Justice Investors under the
equity method.

Basic Earnings per Share

Basic earnings per share are calculated based upon the weighted average number of common shares
outstanding during each fiscal year. As of June 30, 2004 and June 30, 2003, the Company did not have
any potentially dilutive securities outstanding; and therefore, does not report diluted earnings per share.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Income Taxes

Deferred income taxes are determined using the liability method. A deferred tax asset or liability is
determined based on the difference between the financial statement and tax basis of assets and liabilities
as measured by the enacted tax rates. Deferred tax expense is the result of changes in the amount of
deferred income taxes during the period.

Recently Issued Accounting Standards

In January 2003, the FASB issued its new consolidation accounting model through FASB Interpretation
No. 46 (FIN 46), Consolidation of Variable Interest Entities. In December 2003, FIN 46 was reissued as
FIN 46R, which contained revisions to address certain implementation issues. Under generally accepted
accounting principles (GAAP), a company must consolidate any entity in which it has a “controlling
financial interest.” The long-standing voting interest model defined this term as ownership of more than
50 percent of the entity’s voting interests. FIN 46 makes two critical changes: it defines when a company
should base “controlling financial interest” on factors other than voting rights, and requires that a new
“risk and rewards” model be applied in these situations. The adoption of FIN 46 as revised by FIN 46R
did not have a material impact on the Company’s financial condition or results of operations.



NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 1 - SIGNIFICANT ACCOUNTING POLICIES (Continued)

In March 2004, the EITF ratified its consensus on Issue No. 03-1, The Meaning of Other-Than-
Temporary Impairment and Its Application to Certain Investments (EITF 03-1). On September 30, 2004,
the Financial Accounting Standards Board (FASB) issued a final FASB Staff Position, FSP EITF Issue
03-1-1 that delays the effective date for the measurement and recognition guidance included in EITF 03-
1. Disclosures required by EITF 03-1 have not been deferred and the Company has adopted those
disclosures.

NOTE 2 - INVESTMENT IN JUSTICE INVESTORS

The Company’s principal source of revenue is derived from its 49.8% interest in Justice Investors, in
which the Company serves as one of the two general partners. The other general partner, Evon Garage
Corporation (“Evon”), serves as the managing general partner. As a general and limited partner,
Portsmouth has significant control over the management and operation of the assets of Justice Investors.
All significant partnership decisions require the active participation and approval of both general partners.
The Company and Evon jointly consult and determine the amount of partnership reserves and the amount
of cash to be distributed to the limited partners.

Historically, Justice’s most significant income source was a lease between the Partnership and Felcor
Lodging Trust, Inc. for the Hotel portion of the property. Pursuant to a Settlement Agreement entered
into on May 3, 2004, Felcor agreed to terminate its lease and surrender possession of the Hotel to Justice,
effective June 30, 2004. Effective July 1, 2004, Justice became the owner-operator of the Hotel, with the
assistance of a Management Agreement with Dow Hotel Company, LLC. (“Dow”) to perform the day-to
day management functions of the Hotel. The Partnership also derives income from the lease of the garage
portion of the property to Evon Garage Corporation. The Company also derives revenue from
management fees from Justice for actively managing the hotel as a general partner and from the
investment of its cash and securities assets. Investment in Justice Investors is recorded on the equity basis.

Pursuant to the terms of the partnership agreement, voting rights of the partners are determined according
to the partners’ entitlement to share in the net profit and loss of the partnership. The Company is not
entitled to any additional voting rights by virtue of its position as a general partner. The partnership
agreement also provides that no portion of the partnership real property can be sold without the written
consent of the general and limited partners entitled to more than 72% of the net profit.

The compensation agreement for the general partners of Justice Investors provides that the general
partners are entitled to receive compensation equal to 3% of the annual gross rents of the partnership.
From the first $150,000 of compensation payable to the general partners, $120,000 is payable to Evon
Garage Corporation and $30,000 is payable to Portsmouth as the other general partner. Any
compensation in excess of the $150,000 is split 50/50 between the general partners. The partnership
makes monthly advances of $10,000 to Evon and $2,500 to Portsmouth with any balance adjusted at the
end of the year based on annual gross revenues. For the twelve months ended June 30, 2004 and 2003,
the Company received $30,000 in management fees from Justice Investors.
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NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 2 - INVESTMENT IN JUSTICE INVESTORS (Continued)

In May of 2004, a $5,000,000 settlement payment was made to Justice from the hotel lessee to resolve
disputes regarding certain obligations of Felcor and others under the terms of the Hotel Lease. That
settlement payment is being held in a separate partnership account and will be applied towards the costs
of capital repairs, replacements and improvements necessary to place the hotel in the condition required
by the Hotel Lease at the end of its term. The Partnership expects to utilize all of the settlement proceeds
for such costs by its December 31, 2004 year end, which may impact the Company’s equity in net income
of Justice Investors for fiscal 2005. Due to the termination of the Hotel Lease on June 30, 2004, it was
. necessary for the Partnership to amend the agreement by which the general partners of Justice were
compensated since the general partners would be taking on new responsibilities as the Justice assumed the
role as owner-operator of the Hotel. Furthermore the prior agreement was based on a percentage of gross
rents, which the Partnership would no longer be receiving from the Hotel.

On July 16, 2004, Justice entered into a new General Partner Compensation Agreement (the
“Compensation Agreement”), with an effective date of May 31, 2004. The new agreement provides that
the general partners will receive annual base compensation of 1.5% of gross revenues, with a minimum
annual base compensation of $262,500, adjusted for inflation. From the minimum annual base
compensation, 80% will be paid to Evon for its services as the managing general partner and 20% will be
paid to Portsmouth as the other general partner. Base annual compensation in excess of the minimum will
be payable in equal amounts to Evon and Portsmouth. The maximum base annual compensation that can
be eamed by the general partners is 1.5% of $40,000,000 of gross revenues. The Compensation
Agreement also provides for incentive compensation to the general partners in a sum equal to the 5.0% of
the annual net operating income of Justice, as defined in the Dow Management Agreement that is in
excess of $7,000,000. Incentive compensation shall be payable in equal amounts to Evon and Portsmouth.
In addition, the Compensation Agreement provides that the general partners are paid a repositioning fee in
the aggregate amount of $275,000, to be paid in equal amounts to Evon and Portsmouth in two
installments. The first installment of $68,750 to each of Evon and Portsmouth was to be paid within 10
days of the execution of the Compensation Agreement with the second installment to be paid upon the
substantial completion of the renovation of the Hotel

For the Company’s investment in Justice, to the extent that projected future undiscounted cash flows from

the operation of the Hotel property are less than the carrying value of the asset, the investment would be
considered permanently impaired and the carrying value of the asset would be reduced to its fair value.

11




NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 2 - INVESTMENT IN JUSTICE INYESTORS (Continued)

Condensed financial statements for Justice Investors are as follows:

JUSTICE INVESTORS
CONDENSED BALANCE SHEET

As of June 30, 2004

Assets
Total current assets $ 5,234,000
Property, plant and equipment, net of :

accumulated depreciation of $13,204,000 6,932,000

Land 1,124,000
Construction in progress 50,000
Other assets 269,000
Total assets ' $ 13,609,000

Liabilities and partners' capital

Total current liabilities 3 263,000
Long term debt 5,208,000
Partners' capital ' 8,138,000
Total liabilities and partners' capital $ 13,609,000

CONDENSED STATEMENTS OF OPERATIONS

For the twelve months ended June 30, 2004 2003
Revenues $ 9,369,000 5 3,971,000
Costs and expenses (2,507,000) (873,000)

Net income $ 6,362,000 $ 3,098,000

12




NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 3 - INVESTMENT IN MARKETABLE SECURITIES AND OTHER INVESTMENTS

The Company’s investment in marketable securities consists primarily of corporate equities. The
Company has also invested in corporate bonds and income producing securities, which may include
interests in real estate based companies, where financial benefit could inure to its shareholders through
income and/or capital gain.

At June 30, 2004, all of the Company’s marketable securities are classified as trading securities. In
accordance with SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities,” the
change in the unrealized gains and losses on these investments are included earnings. Trading securities
are summarized as follows:

Gross Gross Net Market
Investment Cost Unrealized Gain  Unrealized Loss Unrealized Gain Value
As of June 30, 2004
Corporate
Equities $ 14,152,000 $ 5,103,000 $ (294,000 $ 4,809,000 $ 18,961,000
As of June 30, 2003
Corporate
Equities $ 11,738,000 $ 3,213,000 $ (158,000) $ 3,055,000 $ 14,793,000

The Company also invests, with the approval of the Securities Investment Committee, in unlisted
companies, through private placements. These investments in non-marketable securities are carried at
cost on the Company’s balance sheet as part of other investments and are reviewed for impairment on a
periodic basis. As of June 30, 2004, the Company had investments in unlisted companies (other
investments) of $600,000 with a reserve for other investment loss of $110,000. The investment is
presented on the balance sheet as other investments net of the reserve.

For other investments, the Company reviews the investment’s operating results, financial position and
other relevant factors to determine whether there has been a permanent impairment in the carrying value
of other investments. If an impairment is determined to exist, the carrying value or the investment is
reduced to its estimated fair value.

As part of the investment strategies, the Company may assume short positions against its long positions in
marketable securities. Short sales are used by the Company to potentially offset normal market risks
undertaken in the course of its investing activities and/or to provide additional return opportunities. The
Company has no naked short positions. As of June 30, 2004, the Company had obligations for securities
sold (equities short) of $4,898,000.

Marketable securities are stated at market value as determined by the most recently traded price of each
security at the balance sheet date. Marketable securities are classified as trading with net unrealized gains
or losses included in earnings. '

Included in the net gains on marketable securities of $3,162,000 for the twelve months ended June 30,
2004 are net unrealized gains of $822,000 and net realized gains $2,340,000. Included in the net gains on
marketable securities of $1,691,000 for the twelve months ended June 30, 2003 are net unrealized gains
of $3,173,000 and net realized losses of $1,482,000. There were no gross unrealized positions on any
securities held which existed for more than one year.

13




NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 4 - INCOME TAXES

The provision for income tax expense consists of the following:

For the year ended June 30, 2004 2003
Federal
Current $ 929,000 $ 85,000
Deferred 799,000 624,000
1,728,000 709,000
State
Current 326,000 119,000
Deferred 270,000 89,000
596,000 208,000
$ 2,324,000 $ 917,000
A reconciliation of the statutory federal income tax rate to the effective tax rate is as follows:
For the year ended June 30, 2004 2003
Statutory federal tax rate _ 34.0% 34.0%
State income taxes, net of federal tax benefit 5.8% 5.8%
Other 2.2% (0.9)%
42.0% 38.9%

The components of the Company’s deferred tax assets and (liabilities) as of June 30, 2004 are as follows:

Capital loss carryforward $ 377,000
Unrealized gains on marketable securities (1,447,000)
Investment reserves 47,000
State taxes 190,000
Net deferred tax liability $ (833,000)

As of June 30, 2004, the Company had net capital losses available for carryforward for income tax

purposes totaling $938,000. The carryforward expires in varying amounts through 2006.

14




NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 5 - SEGMENT INFORMATION

The Company operates in two reportable segments, the operation of Justice Investors and the investment
of its cash and securities assets. These two operating segments, as presented in the financial statements,
reflect how management internally reviews each segment’s performance. Management also makes
operational and strategic decisions based on this same information.

Information below represents reported segments for the years ended June 30, 2004 and 2003. Operating
income from Justice Investors consists of the operations of the hotel and garage included in the equity in
net income of Justice Investors. Operating income for investment transactions consist of net investment

gains and dividend and interest income.

Year ended Justice Investment
June 30, 2004 Investors Transactions Other Total
Operating income 3,428,000 3,389,000 §$ - $ 6,817,000
Operating expenses - (821,000) - (821,000)
Net operating income 3,428,000 2,568,000 - 5,996,000
General and administrative

expenses - - (472,000) (472,000)
Other income - - 27,000 27,000
Income tax expense - - (2,324,000) (2,324,000)
Net income (loss) 3,428,000 2,568,000 § (2,769,000) $ 3,227,000
Total assets 3,554,000 19,451,000 $ 310,000 §  23.315,000
Year ended Justice Investment
June 30, 2003 Investors Transactions Other Total
Operating income 1,568,000 1,796,000 § - $ 3,364,000
Operating expenses - (535,000) - {535,000)
Net operating income 1,568,000 1,261,000 - 2,829,000
General and administrative

‘expenses - - (499,000) (499,000)
Other income - - 40,000 40,000
Income tax expense - - (917,000) (917,000)
Net income (loss) 1,568,000 1,261,000 $ (1,376,000) 3 1,453,000
Total assets 1,079,000 14,993,000 $ 1,082,000 § 17,154,000
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NOTES TO THE FINANCIAL STATEMENTS (Continued)

NOTE 6 - RELATED PARTY TRANSACTIONS

Certain shared costs and expenses, primarily administrative salaries, rent and insurance are allocated
among the Company, the Company’s parent, Santa Fe Financial Corporation (“Santa Fe”), and The
InterGroup Corporation (“InterGroup”), parent of Santa Fe, based on management's estimate of the pro
rata utilization of resources. For the years ended June 30, 2004 and 2003, these expenses were
approximately $83,000 and $85,000, respectively. Four of the Company’s Directors serve as directors of
InterGroup and three of the Company’s Directors serve on the Board of Santa Fe.

As Chairman of the Securities Investment Committee, the Company’s President and Chief Executive
Officer, John V. Winfield, directs the investment activity of the Company in public and private markets
pursuant to authority granted by the Board of Directors. Mr. Winfield also serves as Chief Executive
Officer and Chairman of Santa Fe and InterGroup and oversees the investment activity of those
companies. Depending on certain market conditions and various risk factors, the Chief Executive Officer,
his family, Santa Fe and InterGroup may, at times, invest in the same companies in which the Company
invests. The Company encourages such investments because it places personal resources of the Chief
Executive Officer and his family members, and the resources of Santa Fe and InterGroup, at risk in
connection with investment decisions made on behalf of the Company.

On July 18, 2003, the disinterested members of the Board of Directors established a performance based
compensation program for the Company’s CEO to keep and retain his services as a direct and active
manager of the Company’s securities portfolio. Pursuant to the criteria established by the Board, Mr.
Winfield is entitled to performance based compensation for his management of the Company’s securities
portfolio equal to 20% of all net investment gains generated in excess of the performance of the S&P 500
Index. Compensation amounts are calculated and paid quarterly based on the results of the Company’s
investment portfolio for that quarter. Should the Company have a net investment loss during any quarter,
Mr. Winfield would not be entitled to any further performance-based compensation until any such
investment losses are recouped by the Company. On February 26, 2004, the Board of Directors amended
the performance threshold to require an annualized return equal to the Prime Rate of Interest (as published
in the Wall Street Journal) plus 2% instead of the S&P 500 Index, effective with the quarterly period
commencing January 1, 2004. This performance based compensation program may be further modified or
terminated at the discretion of the Board.

The Company’s CEO, based on the results of the Company’s investment portfolio, was paid performance

bonuses in the amounts of $407,000 and $411,000 for the years ended June 30, 2004 and June 30, 2003,
respectively.
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FORWARD-LOOKING STATEMENTS AND PROJECTIONS

The Company may from time to time make forward-looking statements and projections concerning future
expectations. When used in this discussion, the words “estimate,” “project,” “anticipate” and similar
expressions, are intended to identify forward-looking statements. Such statements are subject to certain
risks and uncertainties, such as the impact of terrorism and war on the national and international
economies, including tourism and securities markets, general economic conditions and increased
competition in the hotel industry in the San Francisco area, labor relations and labor disruptions,
partnership distributions, securities markets and concentration of risk, litigation and other factors,
including natural disasters, and those discussed below in this section, that could cause actual results to
differ materially from those projected. Readers are cautioned not to place undue reliance on these
forward-looking statements, which speak only as to the date hereof. The Company undertakes no
obligation to publicly release the results of any revisions to those forward-looking statements, which may
be made to reflect events or circumstances after the date hereof or to reflect the occurrence of
unanticipated events.

RESULTS OF OPERATIONS

The Company’s principal source of revenue continues to be derived from its 49.8% ownership interest in
the Justice Investors limited partnership (“Justice” or the “Partnership”), in which Portsmouth serves as
one of the general partners. The Company also received income from the investment of its cash and
securities assets. The Partnership derived most of its income from a lease of its hotel property to Felcor
and from a lease with Evon Garage Corporation. As discussed herein, the Hotel Lease terminated
effective June 30, 2004, at which time the Partnership assumed the role as owner-operator of the Hotel.

Fiscal Year Ended June 30, 2004 Compared to Fiscal Year Ended June 30, 2003

The Company had net income of $3,227,000 for the fiscal year ended June 30, 2004 as compared to net
income of $1,453,000 for the fiscal year ended June 30, 2003. This change was primarily attributable to
the increase in equity in net income of Justice Investors, the increase in net gains from marketable
securities and the increase in dividend and interest income. The increases were partially offset by the
increase in margin interest and trading expenses and income taxes.

Equity in net income of Justice Investors increased to $3,428,000 in fiscal 2004 from $1,568,000 in fiscal
2003 primarily as a result of an increase in Partnership revenues to $9,369,000 from $3,971,000, due to
two nonrecurring payments to Justice during the current fiscal year, partially offset by increased
partnership costs. In May of 2004, a $5,000,000 settlement payment was made to Justice from the hotel
lessee to resolve disputes regarding certain obligations of Felcor and others under the terms of the Hotel
Lease. That settlement payment is being held in a separate partnership account and will be applied
towards the costs of capital repairs, replacements and improvements necessary to place the hotel in the
condition required by the Hotel Lease at the end of its term. The Partnership expects to utilize all of the
settlement proceeds for such costs by its December 31, 2004 year end, which may impact the Company’s
equity in net income of Justice Investors for fiscal 2005. Felcor also agreed to transfer to Justice and
terminate its leasehold estate and its option right under the Hotel Lease, effective June 30, 2004. In
addition, Justice received a payment in December 2003 from the hotel lessee in the amount $296,000 for
part of the replacement costs of the sloped window system of the Hotel, which was recorded as other
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income by Justice. The Partnership incurred costs and expenses in fiscal 2004 of $2,507,000 compared to
$873,000 in fiscal 2003. This increase was primarily attributable to greater partnership costs during the
current fiscal year for consultants, experts and legal services relating the partnership’s enforcement of the
lessee’s obligations and termination of the Hotel Lease, renovation and repositioning of the Hotel, and
additional depreciation and interest costs related to the build-out of the new spa and meeting rooms in the
Hotel and other capital improvements.

Average daily room rates for the Hotel increased modestly to approximately $92 in fiscal 2004 from
approximately $90 in fiscal 2003, while average monthly occupancy rates increased to approximately
71% from approximately 67%. Many factors continued to significantly impact the operations of the Hotel
in fiscal 2004. Unlike other areas in California, the Bay Area has been especially slow to recover from
the devastating impact that the terrorist attacks of September 11, 2001 had on tourism and the hospitality
industry. The continued weakness in the Bay Area due to the failure of numerous internet and technology
companies, has also resulted in a decrease in business travel and a reduction by airlines in the number of
flights into San Francisco. The hotel has also faced more competition from new properties and from
higher end properties that provide greater amenities to its guests, especially for the business traveler.
These properties have also reduced room rates as hotel operators struggle to obtain occupancy. The
Partnership is committed to making the Hotel competitive in its market by undertaking a significant
renovation of the property and seeking a new, more upscale, brand for the Hotel.

Net gains on marketable securities increased to $3,162,000 for the year ended June 30, 2004 from
$1,691,000 for the year ended June 30, 2003. This was due to the significant appreciation in the market
value of the Company’s investment portfolio during the year. For the year ended June 30, 2004, the
Company had net unrealized gains of $822,000 and net realized gains of $2,340,000. For the fiscal year
ended June 30, 2003, the Company had net unrealized gains of $3,173,000 and realized losses of
$1,482,000. There were no gross unrealized positions on any securities held which existed for more than
one year. Gains and losses on marketable securities and other investments may fluctuate significantly
from period to period in the future and could have a significant impact on the Company’s net income.
However, the amount of gain or loss on marketable securities and other investments for any given period
may have no predictive value and variations in amount from period to period may have no analytical
value. For a more detailed description of the composition of the Company’s marketable securities please
see the Marketable Securities section below.

Dividend and interest income increased to $227,000 from $105,000 as a result of the Company investing
in more income yielding securities.

Margin interest and trading expenses increased to $821,000 from $535,000 primarily due the increase in
margin interest expense to $219,000 from $53,000 and an impairment loss taken on other investments of
$110,000 in the current year. The increase in margin interest expense was due to the maintenance of
higher average daily margin balances in the fiscal year ended June 30, 2004. Included the margin interest
and trading expenses are performance bonuses granted to the Company’s CEO based on the results of the
Company’s investment portfolio in the amounts of $407,000 and $411,000 for the year ended June 30,
2004 and June 30, 2003, respectively.

Income tax expense increased to $2,324,000 from $917,000 as the result of higher income generated in
the current year.
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Marketable Securities

As of June 30, 2004, the Company had investments in marketable equity securities of $18,961,000. The
following table shows the composition of the Company’s marketable securities portfolio by selected
industry groups as of June 30, 2004. '

% of Total
Investment
Industry Group Market Value Securities
Telecommunications and media $ 4,721,000 ’ 24.9%
Electric, pipelines, oil and gas 3,207,000 16.9%
Pharmaceuticals, medical and healthcare 2,507,000 13.2%
Airlines and defense 2,388,000 12.6%
REITs, lodging, home builders and hotels 2,046,000 10.8%
Insurance, banks and brokers 1,806,000 9.5%
Apparel, food and consumer goods 1,046,000 5.5%
Semiconductor, software, internet & computer 718,000 3.8%
Chemicals, materials, metals and mining 177,000 1.0%
Other ‘ 345,000 1.8%
$ 18,961,000 100.0%

The Company’s investment portfolio is diversified with 57 different equity positions. Only five
individual equity securities comprise more than 5% of the equity value of the portfolio, with the largest
being 9.1%. The amount of the Company’s investment in any particular issuer may increase or decrease,
and additions or deletions to its securities portfolio may occur, at any time. While it is the internal policy
of the Company to limit its initial investment in any single equity to less than 5% of its total portfolio
value, that investment could eventually exceed 5% as a result of equity appreciation or reduction of other
positions. As of June 30, 2004, the Company had approximately 24.9% of its marketable securities
portfolio invested in the telecommunications and media industry group. While such concentration could
be considered a nisk factor, that industry grouping includes a wide range of companies that the Company
believes is consistent with its diversification policies. Marketable securities are stated at market value as
determined by the most recently traded price of each security at the balance sheet date.
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LIQUIDITY AND SOURCES OF CAPITAL

Historically, the Company's cash flows were primarily generated through its general and limited
partnership interest in the Justice Investors limited partnership, which derived its income from its lease
with Felcor and a lease with Evon. In addition to its monthly limited partnership distributions from Justice
Investors, the Company also receives monthly management fees as a general partner. In the current fiscal
year, the Company has had to depend more on the revenues generated from the investment of its cash and
securities assets as the equity in net income in Justice Investors and Partnership distributions have
declined.

Beginning in December 2002, Justice Investors began reducing its monthly distributions due to the
continuing decline in partnership revenues. In August 2003, Justice Investors determined that a further
reduction in partnership distributions was appropriate due to the continuing poor performance of the hotel
operation, costs advanced for the construction of the spa, new meeting rooms, the relocation of the hotels
administrative offices and other anticipated expenses. Effective September 2003 through December
2003, monthly partnership distributions were cut an additional 50% reducing Portsmouth’s monthly
distribution amount from approximately $159,000 to $79,000. Justice also determined that it would not
borrow further against its line of credit to support partnership distributions. As discussed below, Justice
decided that the May 2004 limited partnership distribution would be the last distribution for an indefinite
period of time. As a result, cash distributions from Justice decreased to $953,000 in fiscal 2004 from
$1,975,000 in fiscal 2003.

In the latter part of fiscal 2003, the Partnership conducted a comprehensive physical inspection of the
Hotel as permitted by the terms of the Hotel Lease. In July 2003, Justice delivered to the hotel lessee,
Felcor, a notice citing certain deficiencies in the physical condition of the hotel property and in its
furniture, fixtures and equipment and requested that those deficiencies be corrected in accordance with
the lessee’s obligations under the Hotel Lease.

On May 3, 2004, Justice entered into a Settlement Agreement with Felcor to resolve disputes regarding
certain obligations of Felcor and others under the terms of the Hotel Lease. Pursuant to the terms of the
Settlement Agreement, Felcor was required to pay to Justice $5,000,000 towards the costs of capital
repairs, replacements and improvements necessary to place the hotel in the condition required by the
Hotel Lease at the end of its term. Felcor also agreed to transfer to Justice and terminate its leasehold
estate and its option right under the Hotel Lease, effective June 30, 2004. In addition, the parties to the
Settlement agreed to mutual releases and to cooperate for a smooth transition of the operations of the
Hotel. That Settlement was fully effectuated as of June 30, 2004.

On May 19, 2004, Justice entered into a third party Management Agreement with Dow Hotel Company
for the management of the Hotel, effective July 1, 2004. The Partnership has also been actively pursuing
a franchise agreement with a new nationally recognized brand. Justice is currently in discussions with
other major brands in an effort to move the property up-market and become more competitive.

To secure a new brand for the Hotel, it will be necessary for the Partnership to commit substantial time
and resources to meet the product improvement plan (“PIP”) requirements of the new brand. The
Partnership anticipates that it will require approximately $12,000,000 to $18,000,000 in capital
commitments, in addition to the $5,000,000 received from Felcor, to renovate and improve the Hotel to
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meet new brand standards. The Partnership believes that there is significant equity in the Hotel asset to
finance those renovations and improvements through additional borrowings and that the new debt service
requirements can be met from the rental payments received from the garage lease. While the Partnership
believes that there is sufficient value in the Hotel to serve as collateral for new lending facilities, there can
be no assurances that such loan facilities will be available, or if available, will be on terms acceptable to
the Partnership.

There will be a transition period beginning July 1, 2004 as the Partnership assumes the operations of the
Hotel and begins the process of implementing the PIP necessary to secure the new hotel brand. During
this transition period, the Hotel will continue to operate as a Holiday Inn Select hotel pursuant to a short-
term franchise agreement that will become a month-to-month agreement beginning in November 2004
with a sixty day cancellation clause. It will also be necessary for the Hotel to limit operations and have
rooms out of service during part of the transition period.

The Hotel may also be subject to labor disruption as the collective bargaining agreement with Local 2 of
the Hotel Employees and Restaurant Employees Union in San Francisco expired city-wide on August 14,
2004. Local 2 has since voted to authorize a strike but, at this time, has only targeted some of the larger
hotels in San Francisco for work stoppages as negotiations continue. If the strike does extend to the
Hotel, its operations could be disrupted. Also, since the other hourly employees of the Hotel are union
members, they would most likely honor any picket lines. It is expected that Partnership’s hotel
management company, Dow, will implement contingency plans to minimize any loss of business should a
strike take place.

Since the Partnership will not be receiving minimum rent after June 30, 2004, and will have to commit
significant funds to transition the Hotel to a new brand, Justice determined that its May 2004 monthly
limited partnership distribution would be the last distribution for an indefinite period of time. Justice
estimates that it will take approximately 18 to 24 months to complete all of the renovations and for the
Partnership to begin to realize the benefits of the improvements and the increase in cash flows that it
anticipates from the new management structure and new hotel brand.

On April 20, 2004, as a result of the Partnership discontinuing its monthly distributions, the Board of
Directors of Portsmouth deemed it necessary to discontinue the Company’s regular semi-annual dividend
of $.25 per common share. It is expected that the Company will not consider a return to a regular
dividend policy until such time that Partnership cash flows and distributions warrant such consideration.

As the Partnership transitions from a lessor of the hotel to an owner-operator, cash flows will be
dependent on net income from the operations of the hotel and not from a lease with a guaranteed rent.
That uncertainty increases the amount of risk for the Company, but also provides an opportunity for a
greater share of the profits in good economic times with the repositioning of the hotel. Although the
Partoership is not expected to see a significant improvement in cash flows until sometime in 2006, it
believes that the renovations to the Hotel, the new management structure and a new brand will make the
Hotel more competitive in the future. While there might be some negative impact on the revenues of the
hotel garage during the transition period, the Partnership does not anticipate that impact will be
significant.
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The recovery of tourism, the hotel industry and general economy in the San Francisco Bay Area continues
to lag behind that of many cities. The increase in competition has also added additional challenges to an
already difficult business environment. The Partnership anticipates that it will be able to finance the
necessary improvements to reposition the Hotel and to meet any operating cash flow needs during the
transition period from the proceeds of the settlement with Felcor and through additional borrowings.
Justice believes that it can service that additional debt from the rentals it receives from the Hotel garage.
If the Partnership is unable to obtain sufficient financing, it may have to consider other alternatives such
as additional capital contributions; however, the Partnership considers the necessity for such alternatives
as unlikely.

During January 2004, the Partnership refinanced its existing line of credit by obtaining a new facility that
provides for a line of credit of up to $7,500,000. The facility is collateralized by a first deed of trust on
the Partnership property and matures on February 1, 2006. Interest only is payable monthly at an annual
rate equal to the 30-Day LIBOR rate plus 2%. There are no prepayment penalties. As of June 30, 2004,
the outstanding principal balance on the Partnership’s line of credit was $5,036,000.

The Company has invested in short-term, income-producing instruments and in equity and debt securities
when deemed appropriate. The Company's marketable securities are classified as trading with unrealized
gains and losses recorded through the statement of operations.

Although the Company has suffered a significant decline in hotel revenues and may be facing a
significant period of time without partnership distributions, management believes that its cash, securities
assets and capital resources and the cash flows generated from those assets will be adequate to meet the
Company’s current and future obligations.

The Company also does not have any material contractual obligations' or commercial commitments.

OFF-BALANCE SHEET ARRANGEMENTS

The Company has no off balance sheet arrangements.

IMPACT OF INFLATION

Hotel room rates are typically impacted by supply and demand factors, not inflation, since rental of a
hotel room is usually for a limited number of nights. Room rates can be, and usually are, adjusted to
account for inflationary cost increases. To the extent that the hotel lessee is able to adjust room rates,
there should be minimal impact on partnership revenues due to inflation. Partnership revenues are also
subject to interest rate risks, which may be influenced by inflation. For the two most recent fiscal years,
the impact of inflation on the Company's income is not viewed by management as material.
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CRITICAL ACCOUNTING POLICIES

The Company reviews its long-lived assets and other investments for impairment when circumstances
indicate that a potential loss in carrying value may have occurred. For the Company’s investment in
Justice, to the extent that projected future undiscounted cash flows from the operation of the hotel
property are less than the carrying value of the asset, the investment would be considered impaired and
the carrying value of the asset would be reduced to its fair value. For other investments, the Company
reviews the investment’s operating results, financial position and other relevant factors to determine
whether the estimated fair value of the asset is less than the carrying value of the asset.

Marketable securities are stated at market value as determined by the most recently traded price of each
security at the balance sheet date. Marketable securities are classified as trading with net unrealized gains
or losses included in earnings. The Company's other accounting policies are straightforward in their
application.
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MARKET FOR PORTSMOUTH’S COMMON EQUITY
AND RELATED STOCKHOLDER MATTERS

Portsmouth’s common stock is traded on the OTC Bulletin Board under the symbol: PRSI. The following
table sets forth the range of high and low sale prices for Portsmouth’s common stock for each full
quarterly period for the fiscal years ended June 30, 2004 and June 30, 2003.

Fiscal 2004 High Low
First Quarter (7/1 to 9/30) $§ 2500 § 21.00
Second Quarter ({10/1 to 12/31) $§ 2500 § 2405
Third Quarter (1/1 to 3/31) $ 2600 $ 24.00
Fourth Quarter (4/1 to 6/30) $§ 2500 § 2400

Fiscal 2003 High Low
First Quarter (7/1 to 9/30) $ 2475 $ 20.50
Second Quarter (10/1 to 12/31) $ 2325 § 21.15
Third Quarter (1/1 to 3/31) $ 2121 $ 1850
Fourth Quarter (4/1 to 6/30) $§ 2100 S 1850

HOLDERS

As of September 10, 2004, the approximate number of holders of record of the Company’s Common
Stock was 226. Such number of owners was determined from the Company's shareholders records and
does not include beneficial owners of the Company's Common Stock whose shares are held in the names
of various brokers, clearing agencies or other nominees. There are approximately 360 beneficial
shareholders of the Company's Common Stock.

DIVIDENDS

On July 18, 2003, the Board of Directors declared a special dividend in the amount of $0.25 per share
payable on September 2, 2003 to shareholders of record as of August 1, 2003. The declaration of that
special dividend was attributable to the success of the Company’s securities investment portfolio for the
fiscal year ended June 30, 2003.

As a result of the Partnership discontinuing its monthly distributions, the Board of Directors of
Portsmouth, on April 20, 2004, deemed it necessary to discontinue the Company’s regular semi-annual
dividend of $.25 per common share. It is expected that the Company will not consider a return to a
regular dividend policy until such time that Partnership cash flows and distributions warrant such
consideration.

The Company will continue to review and modify its dividend policy as needed to meet such strategic and
investment objectives as may be determined by the Board of Directors.
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ANNUAL REPORT ON FORM 10-KSB

A copy of the Company’s Annual Report for the fiscal year ended June 30, 2004 to the Securities and
Exchange Commission on Form 10-KSB may be obtained upon written request to:

Michael G. Zybala, Secretary
Portsmouth Square, Inc.
820 Moraga Drive
Los Angeles, California 90049
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(http://www.sec.gov).
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